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Abstract
We consider a simple extension of the basic new-Keynesian setup in which we relax 
the assumption of frictionless financial markets. In our economy, asymmetric 
information and default risk lead banks to optimally charge a lending rate above the 
risk-free rate. Our contribution is threefold. First, we derive analytically the 
loglinearised equations which characterise aggregate dynamics in our model and show 
that they nest those of the new- Keynesian model. A key difference is that marginal 
costs increase not only with the output gap, but also with the credit spread and the 
nominal interest rate. Second, we find that financial market imperfections imply that 
output and inflation stabilisation. Third, we show that, in our model, an aggressive 
easing of policy is optimal in response to adverse financial market shocks. 
Keywords: optimal monetary policy, financial markets, asymmetric information 
JEL Classification: E52, E44 
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Non-technical summary 
We analyse whether and how financial market conditions ought to have a bearing on 
monetary policy decisions. More specifically, we ask the following questions: Should 
financial market variables matter per se for monetary policy, or should they only be 
taken into account to the extent that they affect output and inflation? Can financial 
shocks that increase credit spreads generate a large enough economic reaction to justify 
aggressive interest rate cuts?  
We present a simple extension of the basic new-Keynesian setup in which we relax the 
assumption of frictionless financial markets. In our model, asymmetric information and 
default risk lead banks to charge a lending rate above the risk-free rate. Moreover, 
financial contracts are denominated in nominal terms, so that monetary policy affects 
firms’ financing costs. 
Our contribution is threefold. First, we show that the log-linearised equations which 
characterise the aggregate dynamics in our model nest those of the new-Keynesian 
model. A key difference is that marginal costs increase not only with the output gap, 
but also with the credit spread and the nominal interest rate. Moreover, financial 
market imperfections imply that exogenous disturbances, including technology shocks, 
Second, we derive a second-order approximation of the welfare function. We show that 
welfare is affected by the volatility of inflation and the output gap, as in the benchmark 
case with frictionless financial markets. However, it is also affected by the volatility of 
the nominal interest rate and of the credit spread. As a result, the target rule which 
would characterise optimal policy under discretion ought to include a reaction to credit 
spreads and the nominal interest rate. 
Third, we show that, in our model, an aggressive easing of monetary policy is optimal 
in response to an adverse financial market shock that increases the credit spread. The 
main reason is that this shock generates an undesirable fall in household consumption. 
The marked easing of monetary policy is aimed at smoothing household consumption. 
At the same time, the upward pressure on inflation generated by the interest rate cut 
through higher aggregate demand is attenuated by the direct negative effect on 
marginal costs. Both inflation and household consumption move less than they would 
under a Taylor rule. 
generate a trade-off between output and inflation stabilisation. 6
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